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Is Cl'assical Doctrine Relevant 
to Contemporary Economic Problems 
S'M' KAHNG,• SHELLEY KARI'* 
ABSTRACT-Classical theory, especially as propounded by Adam Smith 200 years ago, is examined 
for applicability to contemporary economic problems. The broad scope of classical concepts is 
suggested as a means of adding relevance to more restricted modern approaches. 
This paper is the outgrowth of a project to study Adam 
Smith's Wealth of Nations in commemoration of the bi-
centennial of its publication. 
Attention is directed toward often-neglected aspects of 
Smith's work, such as his concept of wealth, the cost-of-
production theory of value, his denounciation of monopoly, 
and the positive rules of the government. 
The concepts of wealth and capital have been the most 
important ideas presented in the history of economic theory 
along with the terms value and price. Smith declared that 
the wealth of a nation is composed of its land and the accu-
mulated stock of the produce of the land and labor within 
the country. He subclassifies these elements as follows: 
1. Consumption goods i11 the hands of consumers. 
2. Inventories of fixed capital: 
a. Machines and instruments of trade. 
b. Profitable buildings. 
c. Improvements of land. 
d. Acquired and use ful abilities of the members 
of the soc ie ty. 
3. lnven tories of circulating capita) : 
a. Money. 
b. Consumer goods in business firms. 
c. Intermediate gocids. 
d. Finished products in business firms. 
John Stuart Mill, who generally shared the broad con-
cept of wealth with Smith. favored the inclusion uf acquired 
and useful abilities of the members of the society within 
the category of wealth and capital. 
"The skill, and energy and perseverance, of 
the artisans of a country , are reckoned part of its 
wealth, no less than their tools and machinery , 
accord ing lo Mill's definition , 
" We should regard all labor as productive which 
is employed in creating permanent utilities, whether 
embodied in human beings, or in any other animate 
or inanimate objects," he wrote. 
"So me authorities look upon it as an essential 
element in the idea of wealth lhal it shuuld be cap-
able not solely of being accumulated, but ol' being 
transferred; and inasmuch as the valuable qualities 
and even the productive capacities , uf a l1unrnn 
being cannot be de !ached from him and passed to 
some one else, they deny to these th e appellation 
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of wealth, and to the labor expended in acquiring 
them the name of productive labor. It seems to me , 
however, that the skill of an artisan . . being 
both a desirable possession and one of a certain 
durability . . , there is no better reason for re 
fusing to it the title of wealth because it is attached 
to a man, than to a coalpit or a manufactory be-
cause they are attached to a place . . .Its defect 
of transferability does not result from natural, but 
from a legal and moral obstacle. 
"The human being himself . . . I do not class 
as wealth. He is the purpose for which wealth 
exists. But his acquired capacities, which exist only 
as means, and have been called into existence by 
labor, fall rig\1tly . within that designation," 
Mill argued. 
Smith's perception of wealth was a sharp break from 
then-popular mercan tilistic thought which perceived gold 
and silver as the most important forms of wealth. Smith 
saw the source of wealth in production; the mercantilists 
saw wealth in foreign trade. 
Smith looked at wealth in a new, intriguing fashion. 
To him wealth was a product of organization, skills, and 
labor. As the efficiency of the individual was increased, so 
was the wealth of the nation. As a result of this new doc-
trine, the emphasis was taken away from export surpluses 
and transferred to increasing the productive efficiency. 
Smith expressed this be,Jid' in the opening paragraphs of 
his book: 
"The greatest improvement in the productive 
powers of labor," he wrote, "and the greater part 
of the skill , dexterity, and judgment with which 
it is anywhere directed, or applied, seem to have 
been the effects of the division of labor." 
Thus, according to Smith, human pursuit of self-interest 
gave rise to a propensity for exchange, and the extent of 
market limits the division of labor. 
Theory of Value and Prices 
Discussion of exchange and market led to Smith's dis-
course in money and his inquiry into the rules which: (a) men 
naturally observe in exchanging either 
for money or for one another, and (b) determine what may 
be called the relative or exchangeable value of goods. 
Smith employs the quantity of labor as the value 
numeraire ( or unit or value): 
"Labour," he tells us, "and not any particular 
commodity or set of commodities, is the real mea-
sure of the value both of silver and of all other 
commodities. 
"Labour, it must be remembered, is the ul-
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timate price which is paid for everything. 
"The real price of everything, what everything 
really costs to the man who wants to acquire it, 
is the toil and trouble of acquiring it. What every-
thing is really worth to the man who has acquired 
it, and who wants to dispose of it or exchange it 
for something else, is the toil and trouble which 
it can save to himself, and which it can impose upon 
other people." 
Smith further maintains that the relative cost of pro-
duction determines the exchangeable value of a commodity, 
explaining that,"as in a civilized country there are but few 
commodities of which the exchangeable value arises from 
labour only, rent and profit contributing largely to that of 
far greater part of them. . . . Wages, profit, and rent, are 
the three original sources of all revenues as well as of all 
exchangeable value." 
As to the value of silver (money), Smith maintains that 
the ease of its production, and therefore, the lowering of 
the relative cost of production ( other things being equal), 
reduces its value: 
"The discovery of abundant mines of America, 
seems to have been the sole cause of this diminution 
in the value of silver in proportion to that of corn," 
was his position. "The discovery of abundant mines 
of America, reduced . . . the valu_e of gold and 
silver in Europe to about a third of what it had 
been before. As it cost less labour to bring those 
metals from the mine to the market, so when they 
were brought thither they ·could purchase or 
command less labour." 
In later time David Ricardo further refined and improved 
Smith's the or, maintaining that,"it is the comparative 
quantity of commodities which labour will produce that de-
termines their present or past relative value . . . Gold and 
silver, like all other commodities, are valuable only in pro-
portion to the quantity of labour necessary to produce 
them and bring them to market. Possessing utility, comm-
odities derive their exchangeable value from two sources: 
from their scarcity, and from the quantity of labour required 
to obtain them." 
Mill reflects essentially the same view as Smith and 
Ricardo with these words: 
"Value is a relative term. The value of a thing 
means the quantity of some other thing, or of 
things in general, which it exchanges for. 
"The temporary or market value of a thing 
depends on the demand and supply; rising as the 
demand rises, and falling as the supply rises. 
"Besides their temporary value, things have 
also a permanent, or, as it may be called, a natural 
value, to which the market value, after every var-
iation, always tends to return; and the oscillations 
compensate for one another, so that, on the average, 
commodities exchange at about their natural value." 
But money, no more than commodities in gen-
eral, has its value definitely determined by demand 
and supply. The ultimate regulator of its value is 
cost of production." 
In Book I, chapter VI, Smith explains how the value of 
commodities resolves itself into wages, profit, and rent. In 
chapter VII, Smith defines the natural and market prices of 
commodities. The former is a price which is neither more 
nor less than the sum of the natural prices of wages, profit, 
and rent. The second is determined by supply and demand. 
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Competition based on self-interest among the sellers and 
buyers insures the market mechanism to work so as to equate 
the supply and demand around its natural price. Optimum 
resource allocation and maximization of consumer sat-
isfactions are assured. 
Smith, then, specifies the conditions under which mar-
ket price deviates from its natural price for a prolonged 
period of time. They are: ( I) secrets in trade, (2) secrets 
in manufactures, and (3) a monopoly, granted to individuals 
or to a trading company. 
Monopoly and Restraint of Competition 
Smith denounces all forms of monopoly because they 
interfere with optimum allocation of resources and keep 
prices above the natural prices. His position is stated thus: 
"The price of monopoly is upon every occasion 
the highest which can be got. The natural price, or 
the price of free competition, on the contrary, is 
the lowest which can be taken . . . 
"The exclusive privileges of corporations, 
statutes of apprenticeship, and all those laws which 
restrain, in particular employments, the competition 
to a smaller number than might otherwise go into 
them, have the same tendency. . . They are a sort 
of enlarged monopoly, and may frequently . . . 
keep up the market price of particular commodities 
above the natural price, and maintain both the 
wages of the labour and the profits of the stock 
employed about them somewhat above their natural 
rate. 
"Monopoly, besides, is a great enemy to good 
management, which can never be universally es-
tablished but in consequence of that free and un-
iversal competition which forces everybody to have 
recourse to it for the sake of self-defense," he 
emphasizes. 
Historical evidence against the evils of monopoly in 
colonial trade and for the potential benefits resulting from 
free trade is concentrated in Book IV of Smith's treatise. 
Roles of the Government 
. While opposing government interventions that lead to 
monopoly and restraint of competition, however, Smith 
does not overlook the positive roles of government as pro-
viding defense, establishing a system of justice, promoting 
commerce for the commonwealth through public works, and 
developing the education of the youth. 
Discussing national defense, he sees the "first duty of 
the sovereign, that of protecting the society from the vio-
lence and invasion of other independent societies, can be 
performed only by means of a military force." He also 
notes that a standing army is a necessary asset of a "wealthy" 
nation. 
He recognizes the necessity of upholding justice and 
protecting property with statements such as: 
"wherever there is great property, there is great 
inequality. For one very rich man, there must be 
at least five hundred poor, and the affluence of the 
rich excites the indignation of the poor, who are 
often both driven by want, and prompted by envy, 
to invade his possessions. It is only under the 
shelter of the civil magistrate that the owner of 
that valuable property, which is acquired by the 
labour of many years, or perhaps of many success-
ive generations, can sleep a single night in security. 
He is at all times surrounded by unknown enemies, 
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whom, though he never provoked, he can never 
appease, and from whose injustice he can be pro-
tected only by the powerful arm of the civil mag-
istrate continually held up to chastise it." 
He further points out that acquisition of property nec-
essitates the construction of civil government. 
Smith stresses the significance of public works as es-
sential government function, saying, "erection and main-
tenance of the public works . . . facilitate the commerce 
of any country, such as good roads, bridges, navigable canals, 
and harbors," but also believes that the special users of 
these facilities should maintain them instead of the general 
public. 
Finally, Smith endorses some degree of public cupport 
for education, especially for youth and women, even though 
he has reservations about the educational system prevail-
ing at that time. 
He considers women's education excellent because "they 
are taught what their parents or guardians judge it necessary 
or useful for them to learn; and they are taught nothing 
else." Expanding this discussion, he writes: 
"Every part of their education tends evidently 
to some useful purpose; either to improve the nat-
ural attractions of their person, or to form their 
mind to reserve, to modesty, to chastity and to 
economy; to render them both 'likely to become 
the mistresses of a family, and to behave properly 
when they have become such." 
Smith alludes to the fact that the division of labor is 
essential to the growth of a trade economy, but also observes 
that the "division of labour destroys intellectual, social, 
and martial virtues unless government takes pains to prevent 
it, whereas in barbarous societies those virtues are kept 
alive by constant necessity." Smith advocated corrective 
education to counteract the destructive tendency. 
Relevance to Contemporary Economics 
No reminder is needed regarding the increased role of 
modern government in areas of education, public works, 
law and order, and national defense. Nor is it necessary to 
call one's attention to the increased problems caused by 
monopoly. The actions of the oil nations (OPEC) and the 
sharp rise in world fuel prices eloquently testify to the rel-
evancy of the classic work to contemporary economic pro-
blems. 
But in what way is the long-discarded cost-of-production 
theory of value relevant today? Or, in what manner does 
the antique definition of capital fit into the ultra-modern 
post-Keynesian economics of 1977? What follows is an 
attempt to answer these two questions briefly. 
Smith (and more eloquently Ricardo) expounded upon 
the increase in the cost of agricultural production as pop-
ulation increases. They attribute this to the law of dimin-
ishing returns. As population increases, inferior land is put 
into cultivation, which increases thl cost of production and 
consequently the prices of commodities. This could possibly 
help explain the significant rises in the prices of raw mat-
erials, such as timber, crops, and minerals in recent years. 
Because the world population has been increasing rapidly, 
humanity has been forced to work with less and less suitable 
land and has incurred higher and higher costs to obtain re-
sources. The diminishing returns have in turn affected the 
cost of production of commodities which may be one of the 
sources of cost-push inflation. 
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Smith pointed out the historical fact that the discovery 
of abundant gold mines contributed to the fall in the value 
of gold, simply because it became easy to acquire a given 
quantity of gold with much less human effort. This could 
be applicable to the modern phenomenon of the easy ac-
quisition of money income. The legislation of an expanded 
welfare program may be compared to the discovery of a 
rich mine. The relative ease with which income can be ac-
quired may have contributed to the fall of its exchangeable 
value. 
Ricardo aptly summarized the essence of the classical 
th-eory of value when he said that by "possessing utility, 
commodities derive their exchangeable value from two 
sources: their scarcity, and the quantity of labour required 
to obtain them." Determination of the relative exchangeable 
value of money (as a commodity) is no exception to this 
principle. The same principle seems as relevant and applic-
able to today's world problems as it was during the classic 
era. 
Smith's definition of capital stock includes specifically 
the acquired and useful abilities of all members of the so-
ciety, and the improvements of land. 
In his broa~r defi_n~tion, ~dditions to the productive 
capacity of the human and natural resources are considered 
as capital formation. In our opinion, this is a more relevant 
concept than the narrow definition of capital formation 
as commonly employed today. 
According to the broader definition, resources employed 
for higher education can be classified as investment, while 
polluting the ocean or the air can be classified as disinvest-
ment. The former increases the productive capacity of 
human resource while the latter diminishes that of natural 
resources. 
Today, the relevance of economics to society's problems 
has been questioned because some of the basic concepts are 
too narrow to be applicable. Redefining some of the con-
cepts according to the classic tradition may improve their 
relevance and applicability. 
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